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1. Introduction

Compared to the other EC Treaty freedoms, the free
movement of capital stands out in several ways. From a
historical perspective, it is particularly striking that this
fundamental freedom appears to have been “left behind”
for many years by all of the parties involved, i.e. the
Member States when they concluded the Treaty on the
European Economic Communities in Rome in 1957, the
Community institutions when they began to harmonize
national legal systems and the European Court of Justice
(ECJ) when it started to instil life into the different free-
dom guarantees set out in the Treaty itself. Briefly, it can
be said that Art. 67 to Art. 73 of the EEC Treaty played
an insignificant role for several decades. This was
despite the fact that the wording of Art. 67(1) of the EEC
Treaty appeared to be quite promising:

During the transitional period and to the extent necessary to
ensure the proper functioning of the common market, Member
States shall progressively abolish between themselves all restric-
tions on the movement of capital belonging to persons resident
in Member States and any discrimination based on the national-
ity or on the place of residence of the parties or on the place
where such capital is invested.

Still, the fate of this obligation to achieve the liberalization
of capital movements between Member States was inextri-
cably linked with, inter alia, Art. 69 of the EEC Treaty
which, as far as it is relevant in the present context, stated
in broad terms that “[tJhe Council shall, on a proposal
from the Commission, ... issue the necessary directives
for the progressive implementation of the provisions of
Article 67 .7 As the necessary Directives were only
adopted slowly in the transitional period (which, under
Art. 8 of the EEC Treaty, ended on 31 December 1969)
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and subsequently,' and as these had a rather narrow focus
that was reflected in their different annexes, the ECJ
decided that Art. 67 of the EEC Treaty lacked direct
applicability in many areas,” including that of direct taxa-
tion.? It was only with the enactment of Council Direct-
ive 88/361/EEC* in June 1988 that the area of capital
movements finally received a fresh and strong impetus.
Specifically, Art. 1(1) of this Directive stated that:

Without prejudice to the following provisions, Member States
shall abolish restrictions on movements of capital taking place
between persons resident in Member States. To facilitate appli-
cation of this Directive, capital movements shall be classified in
accordance with the Nomenclature in Annex .

Whilst it took a few years until the ECJ had an opportu-
nity to rule on this provision, in its Bordessa judgment of
February 1995, the Court then made it clear that the
Directive had “brought about the full liberalisation of
capital movements”and that
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1. See, in particular, First Council Directive for the implementation of
Article 67 of the Treaty of 11 May 1960, Official Journal, 1960, 921 (English
Special Edition, 1959-1962, 49) and Second Council Directive 63/21/EEC
of 18 December 1962 adding to and amending the First Directive for the
implementation of Article 67 of the Treaty, Official Journal, 1963, 62 (English
Special Edition, 1963-64, 5). Compare also Council Directive 85/583/EEC
of 20 December 1985 amending the Directive of 11 May 1960 on the imple-
mentation of Article 67 of the Treaty, Official Journal, 1985, L 372/39 and
Council Directive 86/566/EEC of 17 November 1986 amending the First
Directive of 11 May 1960 for the implementation of Article 67 of the Treaty,
Official Journal, 1986, L 332/22. On these historical developments, see
C.W.M. van Ballegooijen, “Free Movement of Capital in the European Eco-
nomic Community’, Legal Issues of Economic Integration (1976/2), p. 1 et seq.
and P. Oliver, “Free Movement of Capital Between Member States: Arti-
cle 67(1) EEC and the Implementing Directives’, 9 European Law Review
(1984), p. 401 et seq.

2. See ECJ, 11 November 1981, Case 203/80, Criminal proceedings against
Guerrino Casati [1981] ECR 2595, Para. 8 et seq. and the detailed analysis by E.
Steindortt, “Kapitalverkehrsfreiheit in der EG nach Casati’, in W, Hadding et al.
(eds.), Festschrift fiir W. Werner (Berlin/New York: de Gruyter 1984), p. 877 et seq.
Compare also ECJ, 31 January 1984, Joined Cases 286/82 and 26/83, Graziana
Luisi and Giuseppe Carbone v. Ministero del Tesoro [1984] ECR 377, Para. 30 and
ECJ, 24 June 1986, Case 157/85, Luigi Brugnoni and Roberto Ruffinengo v. Cassa di
risparmio di Genova e Imperia [1986] ECR 2013, Para. 21 et seq.

3. See ECJ, 21 September 1988, Case 267/86, Pascal Van Eycke v. ASPA NV
[1988] 4769, Para. 21 et seq.

4. Council Directive 88/361/EEC of 24 June 1988 for the implementation
of Article 67 of the Treaty, Official Journal, 1988, L 178/5. Compare, in this
respect, P. Oliver and J.-P. Baché, “Free Movement of Capital Between the
Member States: Recent Developments’, 26 Common Market Law Review
(1989), p. 60 et seq.

EUROPEAN TAXATION MARCH 2007 | 107



Articles

the requirement under Article 1 of the Directive for Member
States to abolish all restrictions on movements of capital is pre-
cise and unconditional and does not require a specific imple-
menting measure.”

Accordingly, taking account of the ECJ’s general case law
on the direct effect of norms in Directives,® a broad prohi-
bition of “restrictions” on capital movements between
Member States applied once the deadline for the transpo-
sition of the Directive into domestic law, i.e. 1 July 1990,
had expired.” In its subsequent Verkooijen decision of June
2000, the ECJ clarified that the prohibition also applied in
the area of direct taxes, as, “although direct taxation falls
within their competence, the Member States must none
the less exercise that competence consistently with Com-
munity law’, including secondary EC legislation.®

Yet, whilst the ECJ was still concerned with the clarifica-
tion of the effects of Directive 88/361/EEC on domestic
legal systems in general and on the direct tax systems of
the Member States in particular, an important develop-
ment then took place at the level of primary EC law. As a
result of the negotiation of the Maastricht Treaty on the
European Union, the previous provisions in Art. 67 to
Art. 73 of the EEC Treaty were replaced by the new Art.
73b to Art. 73g of the EC Treaty with effect from 1 Janu-
ary 1994.° In particular, the wording of the new Art. 73-
b(1) of the EC Treaty was quite remarkable. This provi-
sion stated that

Within the framework of the provisions set out in this Chapter,
all restrictions on the movement of capital between Member
States and between Member States and third countries shall be
prohibited.

It was only shortly after the Bordessa judgment, and on
the basis of very similar factual circumstances and
national procedures,' that the EC] had the opportunity
to interpret the scope of the new Art. 73b(1) of the EC
Treaty. In its Sanz de Lera decision of December 1995,
the ECJ took two important steps. First, the ECJ simply
transferred its interpretation of Art. 1(1) of Directive
88/361/EEC to Art. 73b(1) of the EC Treaty and stated
that the latter provision

gave effect to the liberalisation of capital movements between
Member States and between Member States and non-member
countries.

Second, the ECJ responded to the explicit questions
referred to it by the national court and added, in rather
clear words, that due to the new EC Treaty rule,

all restrictions on the movement of capital between Member
States and non-member countries are to be prohibited."!

Against this background, and with the key provisions on
the free movement of capital having been re-numbered
into Art. 56 to Art. 60 of the EC Treaty but otherwise left
unchanged by the EC Treaty revision effected by the
Amsterdam Treaty, it is hardly surprising that the direct
application and the broad scope of Art. 56(1) (previous-
ly, Art. 73b(1)) has never really been questioned in situa-
tions between Member States. On the contrary, it can be
stated that the free movement of capital has fully joined
the “convergence process” of all of the fundamental
freedoms'? and that its strong influence on national reg-
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ulation has been recognized by the ECJ in consistent
jurisprudence with regard to all legal areas," including,
in particular, direct taxation." In so far, it can be said,

5. ECJ, 23 February 1995, Joined Cases C-358/93 and C-416/93, Criminal
proceedings against Aldo Bordessa, Vicente Mari Mellado and Concepcion Bar-
bero Maestre [1995] ECR1-361, Paras. 17 and 33. For a discussion of this topic,
see S. Mohamed, “Legal and Judicial Developments in the Field of Capital
Movements’, European Business Law Review (1996), p. 273 et seq.

6. For example, ECJ, 19 January 1982, Case 8/81, Ursula Becker v. Finanz-
amt Miinster-Innenstadt [1982] ECR 53, Para. 17 et seq.

7. Art. 6 Directive 88/361/EEC.

8. EC]J, 6 June 2000, Case C-35/98, Staatssecretaris van Financién v. B.G.M.
Verkooijen [2000] ECR 1-4071, Para. 32 et seq.

9. Art.73a EC Treaty. It should also be noted that a number of bilateral, or
even multilateral, treaties concluded by the European Union deal with capital
movements. In this respect, see the Commission’s report on Provisions on
Capital Movements in multilateral and bilateral agreements of the European
Union with third parties, (Brussels, May 2005). Depending on the individual
nature of the agreement, this may form an “integral part” of the Community
legal order. See, in particular, “mixed agreements”. See also 2.2.1.

10.  All of the cases, in principle, concerned the same Spanish legislation that
made the export of Spanish pesetas or foreign currencies subject to either a
prior declaration or even to prior administrative authorization. It was, howev-
er, the nationality and the place of residence of the individuals involved, as
well as the particular border concerned, that varied from case to case. The
Bordessa judgment concerned an Italian citizen, residing in Italy (C-358/93)
and two Spanish citizens residing in Spain (C-416/93), all crossing the border
between Spain and France. The Sanz de Lera decision, however, dealt with a
Spanish citizen residing in Spain who was driving through France to Switzer-
land (C-163/94), a Spanish citizen residing in the United Kingdom who was
flying from Spain via Switzerland to the United Kingdom (C-165/94) and a
Turkish citizen residing in Spain who was flying from Spain to Turkey
(C-250/94).

11. ECJ, 14 December 1995, Joined Cases C-163/94, C-165/94 and
C-250/94, Criminal proceedings against Lucas Emilio Sanz de Lera, Raimundo
Diaz Jiménez and Figen Kapanoglu [1995] ECR 1-4821, Para. 19.

12.  Compare A. Cordewener, Europdische Grundfreiheiten und nationales
Steuerrecht (Cologne: Otto Schmidt, 2002), pp. 103 et seq., 200 et seq., 249 et
seq. and 322 et seq. and A. Cordewener, “The prohibitions of discrimination
and restriction within the framework of the fully integrated market’, in F Van-
istendael (ed.), EU Freedoms and Taxation (Amsterdam: IBFD, 2006), p. 7 et
seq. For a closer analysis of the effects of the free movement of capital on tax-
ation in situations between Member States, see A. Dourado, “Free movement
of Capital and Capital Income Taxation within the European Union’, EC Tax
Review (1994), p. 176 et seq.; P. Bentley, “Tax obstacles to the free movement of
capital’, EC Tax Journal (1996/97), p. 49 et seq; J. Usher, “Tax discrimination
under the new capital movement provisions and the basic Treaty freedoms’, in
M. Rudanko and P. Timonen (eds.), European Financial Area (Helsinki: Hel-
sinki University Institute of International Economic Law, 1997), p. 259 et seq.;
W. Schon, “Europdische Kapitalverkehrsfreiheit und nationales Steuerrecht’,
in W. Schon (ed.), Gedichtnisschrift fiir B. Knobbe-Keuk (Cologne: Otto
Schmidt, 1997), p. 743 et seq.; and M. Peters, “Capital movements and taxation
in the EC”, EC Tax Review (1998), p. 4 et seq.

13, See, for example, ECJ, 16 March 1999, Case C-222/97, Manfred Trummer
and Peter Mayer [1999] ECR 1-1661; ECJ, 1 June 1999, Case C-302/97, Klaus
Konle v. Republic of Austria [1999] ECRI-3099; ECJ, 14 October 1999, Case C-
439/97, Sandoz GmbH v. Finanzlandesdirektion fiir Wien, Niederdsterreich und
Burgenland [1999] ECR 1-7041; ECJ, 14 March 2000, Case C-54/99, Associa-
tion Fglise de Scientologie de Paris, Scientology International Reserves Trust v.
The Prime Minister [2000] ECR I-1335; ECJ, 11 January 2001, Case C-464/98,
Westdeutsche Landesbank Girozentrale v. Friedrich Stefan [2001] ECR 1-173;
ECJ, 2 June 2005, Case C-174/04, Commission of the European Communities v.
Italian Republic [2005] ECR 1-4933; and ECJ, 28 September 2006, Joined
Cases C-282/04 and C-283/04, Commission of the European Communities v.
Kingdom of the Netherlands, not yet reported, with further references concern-
ing the “Golden Shares” case law. For a survey, see L. Flynn, “Coming of age:
The free movement of capital case law 1993-2002, 39 Common Market Law
Review (2002), p. 773 et seq.

14.  See ECJ, 26 September 2000, Case C-478/98, Commission of the Europe-
an Communities v. Kingdom of Belgium [2000] ECR 1-7587; ECJ, 21 November
2002, Case C-436/00, X, Y v. Riksskatteverket [2002] ECR 1-10829, Para. 66 et
seq.; ECJ,4 March 2004, Case C-334/02, Commission of the European Commu-
nities v. French Republic [2004] ECR 1-2229, Para. 24 et seq.; ECJ, 8 June 2004,
Case C-268/03, Jean-Claude De Baeck v. Belgian State [2004] ECR1-5961; ECJ,
15 July 2004, Case C-315/02, Anneliese Lenz v. Finanzlandesdirektion fiir Tirol
[2004] ECR I-7063; ECJ, 15 July 2004, Case C-242/03, Ministre des Finances v.
Jean-Claude Weidert, Elisabeth Paulus [2004] ECR 1-7379; ECJ, 7 September
2004, Case C-319/02, Petri Manninen [2004] ECR 1-7477; ECJ, 5 July 2005,
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within the European Union, the EC Treaty objective of
“an internal market characterized by the abolition
between Member States of obstacles to the free move-
ment of goods, persons, services and capital” is pursued
in a uniform and homogeneous manner.

Astonishing, however, is the fact that, for almost a dec-
ade, the third country perspective was widely neglected,
even though the ECJ] had clearly opened that door in
Sanz de Lera. Until recently, neither outside nor within
the direct tax sector have any relevant cases been decid-
ed by the EC]J. Still, it has been obvious for some time
that an increasing number of cases are being brought
before the domestic courts of various Member States,
remembering that the cases reaching the ECJ can only
be regarded as the tip of the iceberg. It is, in particular,
the area of direct taxation in which a considerable num-
ber of cases are now pending before the ECJ and where
the Court has started to discover the unknown realms of
third country relationships. Many of these cases carry
problems across the European Union’s external borders
on which the ECJ has already ruled in an intra-EU con-
text,' whereas others arrive at the Court for the first
time, but immediately cover both intra-EU and third
country relationships."”

Based on the foregoing, this article provides a survey of
the dogmatic and practical issues that have been raised
in legal doctrine and by the ECJ with regard to Art. 56 to
Art. 58 of the EC Treaty and their relevance to capital
movements between Member States and third countries.

2. Scope of Application of Art. 56(1) in Third
Country Relationships

2.1. Introductory remarks

Whilst the temporal scope of application of Art. 56(1) of
the EC Treaty has not yet raised specific problems,' the
primary issue to be resolved is the substantial scope of
the application of Art. 56(1) regarding the protection of
movements of capital between Member States and third
countries. Art. 56(1) of the EC Treaty states that “all
restrictions on the movement of capital between Member
States and between Member States and third countries
shall be prohibited” (emphasis added). Two limitations
follow this basic principle of free movement, i.e. a grand-
father clause relating to third country-directed restric-
tions' and an exceptions clause.” Art. 59 and Art. 60 of
the EC Treaty also state that the free movement of capi-
tal in relation to third countries may be subjected to
restrictions.?! As for the personal scope of Art. 56(1) of
the EC Treaty, the persons invoking the free movement
of capital need not be nationals of a Member State.
Whilst the old Art. 67 of the EEC Treaty had merely
required residence in, not nationality of,a Member State,
the text of Art. 56 of the EC Treaty is even wider, refer-
ring only to the movement of capital between Member
States. This breadth can be seen in cases such as Svensson
and Gustavsson® and Bordessa,” in both of which citi-
zens of third countries invoked this freedom. Finally, the
most interesting and unique feature of Art. 56 of the EC
Treaty is its extra-community dimension, as, according
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Case C-376/03, D. v. Inspecteur van de Belastingdienst/Particulieren/Onderne-
mingen buitenland te Heerlen [2005] ECR1-5821; ECJ, 8 September 2005, Case
C-512/03, J.E.J. Blanckaert v. Inspecteur van de Belastingdienst/Particu-
lieren/Ondernemingen buitenland te Heerlen [2005] ECR 1-7685; ECJ, 19 Janu-
ary 2006, Case C-265/04, Margaretha Bouanich v. Skatteverket [2006] ECR I-
923; ECJ, 14 September 2006, Case C-386/04, Centro di Musicologia Walter
Stauffer v. Finanzamt Miinchen fiir Korperschaften, not yet reported; and ECJ,
14 November 2006, Case C-513/04, Mark Kerckhaert, Bernadette Morres v.
Belgian State, not yet reported.

15, Art. 3(1) lit. ¢ EC Treaty.

16.  See, for instance, first, with regard to the German thin capitalization
rules ECJ, 12 December 2002, Case C-324/00, Lankhorst-Hohorst GmbH v.
Finanzamt Steinfurt [2002] ECR 1-11779, concerning the freedom of estab-
lishment between Germany and the Netherlands, and, second, ECJ, Pending
Case C-492/04, Lasertec Gesellschaft fiir Stanzformen mbH (formerly Riess
Laser Bandstahlschnitte GmbH) v. Finanzamt Emmendingen, Official Journal,
2005, C 31/11, concerning the free movement of capital between Germany
and Switzerland. After ECJ, 18 September 2003, Case C-168/01, Bosal Holding
BV v. Staatssecretaris van Financién [2003] ECR 1-9409, concerning Art. 43 of
the EC Treaty and the Netherlands rules on cost deductions in connection
with the affiliation privilege for participations in EU-subsidiaries, various
cases are still pending before the Netherlands courts with regard to non-EU
subsidiaries and the effect of Art. 56(1) of the EC Treaty.

17. This is, in particular, applies to a number of UK group litigation cases.
See, for example, ECJ, 12 December 2006, Case C-374/04, Test Claimants in
Class IV of the ACT Group Litigation v. Commissioners of Inland Revenue, not
yet reported, and ECJ, 12 December 2006, Case C-446/04, Test Claimants in
the FII Group Litigation v. Commissioners of Inland Revenue, not yet reported.
In addition, see ECJ, Advocate General Geelhoed's Opinion, 29 June 2006,
Case C-524/04, Test Claimants in the Thin Cap Group Litigation v. Commis-
sioners of Inland Revenue, not yet reported, and ECJ, Pending Case C-201/05,
The Test Claimants in the CFC and Dividend Group Litigation v. Commissioners
of Inland Revenue, Official Journal, 2005, C 182/27. See, in general, also S.
Whitehead, “The Next Round - Third Countries and the EU”, The Tax Journal
(23 May 2005), p. 9 et seq. Compare furthermore, ECJ, Pending Case
C-414/06, Lidl Belgium GmbH & Co. KG (or M + T) v. Finanzamt Heilbronn,
Official Journal, 2006, C 326/26 and ECJ, Pending Case C-415/06, Stahlwerk
Ergste Westig GmbH v. Finanzamt Diisseldorf-Mettmann, Official Journal,
2006, C 326/26, both concerning the treaty “exemption” of foreign PE losses
under German tax treaties, but the first case covering a situation between
Germany and Luxemburg and the second case one between Germany and the
United States. See finally, for a “third-country dimension’, ECJ, Pending Case
C-194/06, Staatssecretaris van Financién v. Orange European Smallcap Fund
NV, Official Journal, 2006, L 178/15.

18. See 1. It should, however, be appreciated that the EC] implicitly
acknowledges that investments made before 1 July 1990 or 1 January 1994,
respectively, also enjoy protection under the Directive 88/361/EEC or Art.
56(1) of the EC Treaty, respectively. After these dates; these investments
“grow” into Community law protection. See implicitly, for example, ECJ, 23
February 2006, Case C-471/04, Finanzamt Offenbach am Main-Land v. Keller
Holding GmbH [2006] ECR 1-2107 (concerning an Austrian subsidiary of a
German company and taxable years before and after Austria’s accession to the
European Union) and ECJ, 12 December 2006, Case C-446/04, Test Claimants
in the FII Group Litigation v. Commissioners of Inland Revenue, not yet report-
ed (concerning dividend payments dating back to the 1970s). Some specific,
though mostly irrelevant (see 3. and also ECJ, 6 June 2000, Case C-35/98,
Staatssecretaris van Financién v. B.G.M. Verkooijen [2000] ECR 1-4071, Para.
38), timing issues for intra-EU situations surround Art. 58 (1) lit. a of the EC
Treaty, as it had been agreed in Declaration No. 7 annexed to the Maastricht
Treaty that this provision applies only in respect of national tax law provisions
that existed at the end of 1993, and only insofar as capital movements
between Member States are concerned. Annex IV of the 2003 Act of Acces-
sion, Official Journal, 2003, L 236/33, 797, also contains a specific provision
for Estonia to apply Art. 58(1) lit. a of the EC Treaty to provisions that existed
on 31 December 1999 and affect capital movements between Member States,
whereas as a general rule for the other acceding Member States at the end of
1993 is decisive.

19.  Art. 57 EC Treaty. See 4.

20.  Art. 58 EC Treaty. See 3.

21.  See, for example, ECJ, Advocate General Geelhoed's Opinion, 10 April
2003, Case C-452/01, Margarethe Ospelt and Schlissle Weissenberg Familien-
stiftung [2003] ECR 1-9743, Para. 35.

22, EC]J, 14 November 1995, Case C-484/93, Peter Svensson and Lena Gus-
tavsson v. Ministre du Logement et de 'Urbanisme [1995] ECR1-3955.

23. EC]J, 23 February 1995, Joined Cases C-358/93 and C-416/93, Criminal
proceedings against Aldo Bordessa, Vicente Mari Mellado and Concepcion Bar-
bero Maestre [1995] ECR 1-361.
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to its wording, it appears to cover third country elements
without limitation. It also extends to capital movements
into and out of the Community, as well as within it.
Whilst, however, Art. 56(1) of the EC Treaty deals with
external capital movements in the same broad terms that
are used for intra-Community capital movements, the
existence of Art. 57, Art. 59 and Art. 60 clearly creates a
less liberalized framework.

As can be derived from the wording of Art. 56(1) of the
EC Treaty (see 1.), the mere language of the provision
does not distinguish between the prohibition of restric-
tions on the movement of capital “between Member
States’, on the one hand, and “between Member States
and third countries’, on the other. This remarkable fea-
ture of Art. 56(1) of the EC Treaty, which appears to
grant identical protection to scenarios involving third
countries compared to situations of capital movements
within the European Union, has already been noted by
many authors.?* Likewise, Art. 58(1) of the EC Treaty,
which grants a number of exceptions to Art. 56, in par-
ticular in respect of the field of taxation, does not differ-
entiate between places of residence or places of invest-
ment within the European Union and in third
countries.” Taken literally, cross-border capital invest-
ments between Member States and third countries,
therefore, appear to enjoy full protection under the EC
Treaty, especially regarding tax matters. Accordingly, a
large number of decisions of national courts can be
identified that, without referring questions for further
clarification to the ECJ, did not hesitate to extend the
substantive scope of Art. 56(1) of the EC Treaty to third
country scenarios. These decisions, which are generally
without limitation at this stage,” assume that EC law
protection is available both in “outbound” situations, i.e.
investment from the European Union in a third coun-
try,” and in “inbound” situations, i.e. investment from a
third country in the European Union.”

With reference to the telos and the systematic context of
Art.56(1) of the EC Treaty, some authors, however, ques-
tion whether or not this provision should be interpreted
in such a broad way. Initially, differences between cases
involving Member States only and those involving third
countries can be identified. One difference is the miss-
ing reciprocity in the third country context.”” Another is
the lack of a common objective corresponding to the
establishment of the Single Market.” It has, therefore,
been argued that the purpose of the free movement of
capital in respect of third countries is without doubt
more limited.*! Similarly, the lack of harmonizing pow-
ers of the EU institutions outside the Community leads
to a substantially different starting point. The absence of
this objective to achieve a Single Market in the third
country makes it tempting to choose a rather narrow
interpretation. Accordingly, one author has suggested
that the rationale behind the inclusion of third country
scenarios in the free movement of capital is merely to
ensure uniform borders to non-EU territories.*? In other
words, both entrance to and exit out of the European
Union should be governed by the same principles.
Accordingly, the provisions to and from third countries
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should be interpreted in the light of their own purpose,
which may differ from the one established regarding
capital movements between Member States.” Against
this general background several attempts to limit the
substantive scope of Art. 56(1) of the EC Treaty are pos-
sible.

2.2. Potential delimitation of the substantive scope of
application of Art. 56(1)

2.2.1. No direct application in third country
relationships?

A rather drastic approach would be to deny the direct
application of Art. 56(1) of the EC Treaty in situations
“between Member States and third countries” This
approach could find its theoretical basis in the ECJ’s
jurisprudence on bilateral or “mixed agreements” with
non-Member States, in respect of which the Court has
stated that:

It is clear from that case-law that the extension of the interpreta-
tion of a provision in the Treaty to a comparably, similarly or
even identically worded provision of an agreement concluded
by the Community with a non-member country depends, inter
alia, on the aim pursued by each provision in its particular con-
text and that a comparison between the objectives and context
of the agreement and those of the Treaty is of considerable
importance in that regard.

24.  See for instance K. Stahl, “Free movement of capital between Member
States and third countries’, EC Tax Review (2004), p. 50; W. Schon, “Der Kapi-
talverkehr mit Drittstaaten und das internationale Steuerrecht’, in R. Gocke,
D. Gosch and M. Lang (eds.), Korperschaftsteuer — Internationales Steuerrecht -
Doppelbesteuerung, Festschrift fiir E. Wassermeyer (Munich: C.H. Beck, 2005),
p.492; and A. Schnitger, “Die Kapitalverkehrsfreiheit im Verhiltnis zu Dritt-
staaten — Vorabentscheidungsersuchen in den Rs. van Hilten, Fidium Finanz
AG und Lasertec’, Internationales Steuerrecht (2005), p. 493.

25.  Stahl, note 24. See also ECJ, 14 December 1995, Joined Cases C-163/94,
C-165/94 and C-250/94, Criminal proceedings against Lucas Emilio Sanz de
Lera, Raimundo Diaz Jiménez and Figen Kapanoglu [1995] ECR 1-4821.

26. It should be noted that this discussion concerns the scope of the applica-
tion of the prohibition in Art. 56(1) of the EC Treaty. Most of the ECJ deci-
sions referred to here, in fact, tried to reduce the effect of the free movement
of capital at a later stage, i.e. either at the level of Art. 58 (see 3.) or at the level
of Art.57(1) (see 4.) of the EC Treaty.

27.  See, for example, for Austria, Tax Court (Unabhdingiger Finanzsenat) of
Linz, 13 January 2005, RV/0279-L/04, regarding portfolio dividends from,
inter alia, Switzerland and the United States. (For comment see G. Kofler and
G. Toifl, "Austria’s Differential Treatment of Domestic and Foreign Intercom-
pany Dividends Infringes the EU’s Free Movement of Capital’, 45 European
Taxation 6 (2005), p. 232 et seq.) For Germany, see Tax Court (Finanzgericht)
Hamburg, 9 March 2004, VI 279/01, Entscheidungen der Finanzgerichte
(2004), p. 1575 (Germany-Switzerland); Finanzgericht Diisseldorf, 14 Sep-
tember 2004, 6 K 3796/01 K, E Entscheidungen der Finanzgerichte (2005),
p. 540 (Germany-United States); Finanzgericht of Hessen, 2 March 2005, 4
K 3876/01, Entscheidungen der Finanzgerichte (2006), p. 1209 (Germany-
Switzerland); Federal Tax Court (Bundesfinanzhof), 14 September 2005, VIII
B 40/05, Internationales Steuerrecht (2006), p. 180 (Germany-Switzerland);
Finanzgericht Munich, 25 October 2005, 6 K 4796/03, Entscheidungen der
Finanzgerichte 2006, p. 421; Bundesfinanzhof, 21 December 2005, I R 4/05,
Internationales Steuerrecht (2006), p. 459 (Germany-Switzerland); Bundesfi-
nanzhof, 22 February 2006, I R 120/04, Bundessteuerblatt 2006, Part 11, p. 864
et seq. (Germany-United States); and Bundesfinanzhof, 9 August 2006,
I R 95/05, Betriebs-Berater (2006), p. 2565 et seq. (Germany-South Africa).
28.  With regard to Germany, see, for example, Bundesfinanzhof, 26 May
2004, 1R 54/03, Bundessteuerblatt 2004, Part 11, p. 770 (Russia-Germany).

29.  Stahl, note 24, p. 51; Schon, note 24, p. 503; and Schnitger, note 24.

30.  The same s true for the objective of a functioning Monetary Union. See,
for example, C. Peters and ]. Gooijer, “The Free Movement of Capital and
Third Countries: Some Observations’, 45 European Taxation 11 (2005), p. 476.
31. Stahl, note 24, p. 50.

32. Schon, note 24, p. 506.

33.  Stahl, note 24, p. 52 et seq.
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In this respect, referring to Art. 31 of the Vienna Con-
vention of 23 May 1969 on the Law of Treaties, the EC]
requires that provisions in an agreement must not only
be unconditional and sufficiently precise, but must also
be interpreted in good faith in accordance with their
ordinary meaning in their context and in the light of
their object and purpose.® It could, in fact, be argued
that the same cautious approach should, a fortiori, apply
to Art. 56(1) of the EC Treaty in relation to third coun-
tries, as this provision does not even form part of a bilat-
eral agreement with mutual obligations, but is, instead,
only a unilateral (self-imposed) obligation on the Mem-
ber States.

Yet, it appears difficult to maintain such a distinction
between the two clauses in Art. 56(1) of the EC Treaty
regarding capital movements “between Member States’,
on the one hand, and those “between Member States and
third countries’, on the other. Not only the wording but
also the context of the provision puts the obligations
prescribed by both clauses on equal footing. In addition,
it is obvious that the Member States enforced their own
obligations towards third countries by introducing the
second clause directly into the EC Treaty. This stands in
a clear contrast to the previous situation, in which Art.
70 of the EEC Treaty only provided for “Council meas-
ures for the progressive coordination of the exchange
policies of Member States in respect of the movement of
capital between those States and third countries” and
where Art. 7(1) of Directive 88/361/EEC merely con-
tained a non-binding declaration of intent to liberalize
third country relations.” In fact, it must be noted that
the ECJ did not only refuse to pay attention to the con-
siderations previously referred to in its early Sanz de
Lera* decision, but also completely avoided the issue in
its recent judgments in Van Hilten-van der Heijden*” and
FII Group Litigation*® In particular in the latter two
cases, the ECJ was concerned with the questions of
whether or not there was a restriction and whether or
not Art. 57(1) and Art. 58 of the EC Treaty could be
relied on. This results in the conclusion that implicitly
the full direct application of Art. 56(1) of the EC Treaty
in third country relationships was accepted by the EC]J.
Along these lines, the EC] has now made its position
clear in the FII Group Litigation judgment and has held
that, outside Art. 57(1) of the EC Treaty,

a restriction on capital movements prohibited by Article 56 EC

could not be applied, even in relations with non-member coun-
- 39

tries.

This broad wording and the ECJ’s indifference toward
protection of “capital movements to or from non-mem-
ber countries™ also strongly implies a rejection of the
idea of a partial denial of the direct application of Art. 56
of the EC Treaty, insofar as the relevant movement of
capital concerns an inbound activity from a third coun-
try to a Member State."!
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2.2.2. Partial reduction of the substantive scope of
application in third country relationships?

Even if the direct application of Art. 56(1) of the EC
Treaty to capital movements involving non-Member
States is, in principle, accepted by most authors, there is
still a whole range of approaches to reduce the broad
scope of the provision. One approach could be to limit
its subjective scope of application to citizens or residents
of a Member State, taking the narrow view that only the
latter should enjoy the privileges granted by the EC
Treaty and its fundamental freedoms.* In addition to
the fact that Art. 56(1) of the EC Treaty neither requires
citizenship nor residence as an EU nexus, the free move-
ment of capital covers both the investor and the invest-
ee.* Accordingly, there should always be (at least) one
party to the transaction resident in the European Union.
Consequently, this limitation would not have material
consequences. Most authors, however, deny such a limi-
tation of the personal scope of Art. 56 of the EC Treaty a
limine,** and case law also clearly suggests the opposite.*

34. See ECJ, 1 July 1993, Case C-312/91, Procedural issue relating to a seizure
of goods belonging to Metalsa Srl [1993] ECRI-3751, Para. 10 et seq., regarding
the free trade agreement concluded with Austria in 1972. Compare also ECJ, 5
July 1994, Case C-432/92, The Queen v. Minister of Agriculture, Fisheries and
Food, ex parte S. P Anastasiou (Pissouri) Ltd and others [1994] ECR 1-3087,
Para. 23, regarding the free trade agreement concluded with Cyprus in 1972.
35.  This provision read as follows: “In their treatment of transfers in respect
of movements of capital to or from third countries, the Member States shall
endeavour to attain the same degree of liberalisation as that which applies to
operations with residents of other Member States, subject to the other provi-
sions of this Directive. The provisions of the preceding subparagraph shall
not prejudice the application to third countries of domestic rules or Commu-
nity law, particularly any reciprocal conditions, concerning operations
involving establishment, the provisions of financial services and the admis-
sion of securities to capital markets”.

36. ECJ, 14 December 1995, Joined Cases C-163/94, C-165/94 and
C-250/94, Criminal proceedings against Lucas Emilio Sanz de Lera, Raimundo
Diaz Jiménez and Figen Kapanoglu [1995] ECR 1-4821, Para. 44 et seq.

37.  EC]J, 23 February 2006, Case C-513/03, Heirs of M.E.A. van Hilten-van
der Heijden v. Inspecteur van de Belastingdienst/Particulieren/Ondernemingen
buitenland te Heerlen, not yet reported, Para. 37 et seq.

38.  ECJ, 12 December 2006, Case C-446/04, Test Claimants in the FII Group
Litigation v. Commissioners of Inland Revenue, not yet reported, Paras. 169 et
seq.and 174 et seq.

39. Id., Para. 186 and also implicitly Para. 165 et seq.

40. Id., Para.183.

41.  For arguments supporting this, see Schon, note 24, p. 496.

42. Ithas, in fact, been suggested quite generally by German authors that all
the fundamental freedoms should be restricted in their personal scope and
only open to EU citizens. See T. Kingreen and R. Stormer, “Die subjektiv-
offentlichen Rechte des primiren Gemeinschaftsrechts’, Europarecht (1998),
p. 274 et seq. and T. Kingreen, Die Struktur der Grundfreiheiten des Euro-
pdischen Gemeinschaftsrechts (Berlin: Duncker & Humblot, 1999), p. 78 et seq.
This would mean that, even with regard to pure intra-EU situations, Art. 56(1)
of the EC Treaty could never be invoked by non-EU nationals.

43.  EC]J, 6 June 2000, Case C-35/98, Staatssecretaris van Financién v. B.G.M.
Verkooijen [2000] ECR 1-4071, Para. 34 et seq. and ECJ, 26 September 2000,
Case C-478/98, Commission of the European Communities v. Kingdom of Bel-
gium [2000] ECR [-7587, Para. 18. See also ECJ, Advocate General Kokott's
Opinion, 12 February 2004, Case C-242/03, Ministre des Finances v. Jean-
Claude Weidert and Elisabeth Paulus [2004] ECR 1-7379, Para. 21 et seq.

44.  Stahl, note 24, p.47.

45.  ECJ, 12 December 2006, Case C-446/04, Test Claimants in the FII Group
Litigation v. Commissioners of Inland Revenue, not yet reported, Para. 186. See
also ECJ, 14 November 1995, Case C-484/93, Peter Svensson and Lena Gus-
tavsson v. Ministre du Logement et de 'Urbanisme [1995] ECR1-3955, Para. 6 et
seq. and ECJ, 14 December 1995, Joined Cases C-163/94, C-165/94 and
C-250/94, Criminal proceedings against Lucas Emilio Sanz de Lera, Raimundo
Diaz Jiménez and Figen Kapanoglu [1995] ECR 1-4821.
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Another approach to limit the effects of Art. 56(1) of the
EC Treaty on capital movements in relation to third
countries focuses on the objective scope of application.
The argument is that only the technical (or even physi-
cal) cross-border transfer of capital should enjoy protec-
tion and that only those national measures should be
caught by the prohibition that specifically catches such
transfers with an effect equivalent to customs duties,
whereas ordinary income or property taxes levied on the
earnings or the substance of capital once invested
should not be caught.* It has also been suggested that, in
third country settings, tax provisions should be com-
pletely removed from the scope of the free movement of
capital.”” This reasoning is, however, neither shared by
several national courts® nor the prevailing opinion in
legal scholarship.” The ECJ has not only rejected these
contentions in the recent FII Group Litigation case, but
has also extended the broad substantial scope of Art. 56
of the EC Treaty as developed in its prior case law on
intra-EU situations to third country situations. This
conclusion is strongly implied by the ECJ's discussion of
Art.57(1) of the EC Treaty, as

the restrictions on capital movements involving direct invest-
ment or establishment within the meaning of Article 57(1) EC
extend not only to national measures which, in their application
to capital movements to or from non-member countries, restrict
investment or establishment, but also to those measures which
restrict payments of dividends deriving from them.™

Recently, however, another potential limitation on the
scope of Art. 56(1) of the EC Treaty has attracted atten-
tion. This development is all the more surprising, as it is
not specifically linked with the general teleological argu-
ments advanced to reduce a potential erga omnes effect
of this provision. Instead, such a reduction could simply
result from a mere non-application of the free move-
ment of capital in situations simultaneously covered by
another fundamental freedom. The concept behind this
limitation is that the scope of a fundamental freedom,
for example the freedom of establishment, that does not
cover third country scenarios should not be “extended”
beyond Community borders via the application of the
free movement of capital. Whether or not the various
fundamental freedoms can complement each other is a
tricky question. It is fair to say that, in legal writing, a
whole scale of opinions, ranging from the “exclusivity
approach” to the “effet utile approach” can be observed.
According to the latter, which appears to be predomi-
nant,” several freedoms can apply to a single case simul-
taneously. On this basis, various national courts and
scholars have suggested that such complementary pro-
tection under the free movement of capital will become
exclusive in third country situations if a specific eco-
nomic activity would, in substance, also be covered by,
for example, the freedom of establishment, which, how-
ever, does not apply for territorial reasons in the case in
question. Accordingly, Art. 56 of the EC Treaty has
been invoked not only to counter discriminations of
inbound dividends flowing from majority investments
in third country companies,™ but also regarding the loss
utilization of foreign permanent establishments (PE)*
or the Bosal type deductibility of financing costs of third
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country subsidiaries.” Recently, however, first sources
suggest that the pendulum has swung back.* Both the
older jurisprudence of the ECJ and the opinions of vari-
ous Advocates General lack a consistent approach.”
Nevertheless, lately and along the lines already suggested
by Advocate General Alber’s Opinion in Baars,* the EC]
has tended to create a system of priority amongst the
fundamental freedoms, depending on the national
measure in question and its effects on the freedoms
potentially affected, i.e.:

Where a national measure relates to the freedom to provide ser-
vices and the free movement of capital at the same time, it is ne-
cessary to consider to what extent the exercise of those funda-
mental liberties is affected and whether, in the circumstances of

46.  Schon, note 24, p. 502 et seq. Some authors even limit this to the physical
transfer. See S. Mohamed, European Community Law on the Free Movement of
Capital and the EMU (The Hague/London/Boston/Stockholm: Kluwer, 1999),
p.217.

47. Dissenting and with further references, see Stahl, note 24, p. 54 et seq.
48.  See notes 27 and 28. See also Verwaltungsgerichtshof, 28 January 2005,
2004/15/0105, ecolex 2005/253 with comments by P. Plansky.

49.  For recent comments see D. Hohenwarter, “Vorlagebeschluss des VwGH
zur Kapitalverkehrsfreiheit im Verhiltnis zu Drittstaaten’, Steuer und Wirt-
schaft International (2005), p. 225 et seq.; C. Staringer, “Pending Cases Filed by
Austrian Courts: The Holbock Case’, in M. Lang, J. Schuch and C. Staringer
(eds.), EC] - Recent Developments in Direct Taxation (Vienna: Linde, 2006),
pp. 9 and 11 et seq.; Schnitger, note 24; R. Obser, “§ 8a KStG im Inbound-Sach-
verhalt — eine EG-rechtliche Beurteilung’, Internationales Steuerrecht (2005),
p- 802 et seq.; and J. Schonfeld and B. Lieber, “Swedish CFC-Rules under Scru-
tiny of EC Law: Harmful Tax Competition and the Free Movement of Capital
in Relation to Third Countries’, Intertax (2006), p. 99 et seq.

50. ECJ, 12 December 2006, Case C-446/04, Test Claimants in the FII Group
Litigation v. Commissioners of Inland Revenue, not yet reported, Para. 183.

51.  See]. Englisch, Dividendenbesteuerung (Cologne: Schmidt, 2005), p. 219;
Schon, note 24, p. 498 et seq.; Kofler and Toifl, note 27, p. 233 et seq.; J. Schon-
feld, Hinzurechnungsbesteuerung und Europdisches ~Gemeinschaftsrecht
(Cologne: Schmidt, 2005), p. 275 et seq. with further references; and A. Rust,
Reform der Hinzurechnungsbesteuerung (Munich: C.H. Beck, forthcoming). In
this respect, see also the Commission's Communication on certain legal
aspects of investment in the European Union, Official Journal, 1997,
C 220/15, Paras. 3 and 4, and the survey of the ECJ’s case law provided by
A.Landsmeer, " Movement of Capital and Other Freedoms”, Legal Issues of Eco-
nomic Integration (2001/1), p. 57 et seq.

52.  See Schon, note 24, p. 500 et seq.; Hohenwarter, note 49, p. 227; Schnitger,
note 24, p. 503; and Staringer, note 49, p. 18.

53.  See Verwaltungsgerichtshof, 28 January 2005, 2004/15/0105, currently
before the ECJ as Pending Case C-157/05, Winfried L. Holbick v. Finanzamt
Salzburg-Land, Official Journal, 2005, C 143/26. For details on this case see
Hohenwarter, note 49 and Staringer, note 49, p. 9 et seq.

54.  Bundesfinanzhof, 22 August 2006, R 116/04, Bundessteuerblatt, Part 11
(2006), p. 864 et seq., currently before the EC] as Pending Case C-415/06, Stahl-
werk Ergste Westig GmbH v. Finanzamt Diisseldorf-Mettmann, Official Journal,
2006, C 326/26. For a first discussion of the request, see M. Schwenke,
‘Anmerkungen zum Vorlagebeschluss des BFH an den EuGH vom 22. August
2006 — I R 116/04", Internationales Steuerrecht (2006), p. 818 et seq.

55.  See Bundesfinanzhof, 9 August 2006, I R 95/05, Betriebs-Berater (2006),
p. 2565 et seq. with annotations by K. Prokopf, in which the Bundesfinanzhof
decided the issue in favour of the taxpayer without request of a preliminary ruling.
For details on this case, see H. Rehm and J]. Nagler, “Verbietet die Kapital-
verkehrsfreiheit nach 1993 eingefihrte Auslinderungleichbehandlung?’,
Internationales Steuerrecht (2006), p. 861.

56. M. Schwenke, “Die Kapitalverkehrsfreiheit im Wandel?”, Internationales
Steuerrecht (2006), p. 752 et seq. and Schwenke, note 54, p. 820. See also ECJ,
Advocate General Geelhoed’s Opinion, 23 February 2006, Case C-374/04,
Test Claimants in Class 1V of the ACT Group Litigation (Pirelli, Essilor and
Sony) Test Claimants in Class IV of the ACT Group Litigation (BMW) v. Com-
missioners of Inland Revenue, not yet reported, Para. 28 et seq.

57.  For an overview, see ECJ, Advocate General Stix-Hackl's Opinion, 16
March 2006, Case C-452/04, Fidium Finanz AG v. Bundesanstalt fiir Finanz-
dienstleistungsaufsicht, not yet reported, Para. 41 et seq.

58. ECJ, Advocate General Alber's Opinion, 14 October 1999, Case
C-251/98, C. Baars v. Inspecteur der Belastingen/Ondernemingen Gorinchem
[2000] ECR 1-2787, Para. 26 et seq.
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the main proceedings, one of those prevails over the other ... The
Court will in principle examine the measure in dispute in rela-
tion to only one of those two freedoms if it appears, in the cir-
cumstances of the case, that one of them is entirely secondary in
relation to the other and may be considered together with it ...>

In the non-tax Fidium Finanz® case, which concerned
the provision of financial services by a third country ser-
vice provider, the ECJ acknowledged that both the free-
dom to provide services and the free movement of capi-
tal were affected by the national measure at issue. The
EC]J, however, regarded the former freedom, which does
not extend protection to third country citizens, as “pri-
marily” affected and, therefore, did not enter into a dis-
cussion as to whether or not the third country situation
was protected by Art. 56 of the EC Treaty. In the tax area,
there has been a recent focus on tax issues related to
third country subsidiaries and, therefore, on the ques-
tion of whether or not protection under Art. 56 of the
EC Treaty is available if such investment would, but for
its territorial aspect, be protected under Art. 43 and Art.
48. In this respect, Cadbury Schweppes®' implies that the
EC]J gives primary weight to the freedom of establish-
ment and would, therefore, not allow protection under
Art. 56 of the EC Treaty if, for example, domestic con-
trolled foreign companies (CFC) rules target third
country subsidiaries, i.e.:

In this case, the legislation on CFCs concerns the taxation,
under certain conditions, of the profits of subsidiaries estab-
lished outside the United Kingdom in which a resident compa-
ny has a controlling holding. It must therefore be examined in
the light of Articles 43 EC and 48 EC. ... If, as submitted by the
applicants in the main proceedings and Ireland, that legislation
has restrictive effects on the free movement of services and the
free movement of capital, such effects are an unavoidable conse-
quence of any restriction on freedom of establishment and do
not justify, in any event, an independent examination of that
legislation in the light of Articles 49 EC and 56 EC ...%?

The FII Group Litigation case is, however, less clear in
this respect. Whilst parts of the judgment appear to
imply that application of the freedom of establishment
and the free movement of capital are mutually exclusive
in respect of the taxation of inbound-dividend flows
from foreign companies, depending on the degree of
participation in the foreign company,* other parts of the
judgment appear to suggest that discriminatory taxation
of dividends from third country subsidiaries could
infringe Art. 56 of the EC Treaty.®

Given this tendency in Fidium Finanz and Cadbury
Schweppes to differentiate according to which funda-
mental freedom is “primarily” affected, it could be won-
dered how Art. 57(1) of the EC Treaty would fit in. This
provision grandfathers third country restrictions that
existed by the end of 1993 and were adopted

in respect of the movement of capital to or from third countries
involving direct investment — including in real estate — estab-
lishment, the provision of financial services or the admission of
securities to capital markets.®

There is broad agreement that the items referred to in
Art.57(1) of the EC Treaty generally coincide with activ-
ities that would be protected by either the freedom of
establishment or the freedom to provide services in
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intra-EU settings.® Accordingly, the financial services in
question in the Fidium Finanz case constitute the “provi-
sion of financial services” within the meaning of Art.
57(1) of the EC Treaty®” and the creation of or invest-
ment in a third country corporation at issue in Cadbury
Schweppes and FII Group Litigation falls within the
meaning of “direct investment’, as referred to in Art.
57(1).% If, however, such economic activities were only
protected under the “primarily” applicable Art. 49 or Art.
43 and Art. 48 of the EC Treaty, respectively, and the pro-
tection did not, therefore, extend beyond Community
borders, why would Art. 57(1) grandfather restrictions
regarding these activities in third country settings?®
This apparent paradox can obviously not be eliminated
by a differentiated interpretation of Art. 56 of the EC
Treaty, on the one hand, and Art. 57(1), on the other. In
this respect, for example, Advocate General Geelhoed
appears to suggest that there is some scope of direct
investment under Art. 57(1) of the EC Treaty that is not
simultaneously covered by the freedom of establishment
under Art.43.7° Such reasoning would, however, result in
a differentiated and probably counterintuitive frame-
work of legal protection. Whilst portfolio investments in
third country corporations would be fully covered by
Art. 56 of the EC Treaty, restrictions on direct invest-
ments that do not confer a definite influence over the
decisions of a company or allow it to determine its activ-
ities”" could be grandfathered under Art. 57(1); con-
versely, investments that amount to an exercise of the
freedom of establishment because they confer such

59. EC]J, 3 October 2006, Case C-452/04, Fidium Finanz AG v. Bundesanstalt
fiir Finanzdienstleistungsaufsicht, not yet reported, Para. 34.

60. EC]J,3 October 2006, Case C-452/04, Fidium Finanz AG v. Bundesanstalt
fiir Finanzdienstleistungsaufsicht, not yet reported.

61. EC]J, 12 September 2006, Case C-196/04, Cadbury Schweppes plc, Cad-
bury Schweppes Overseas Ltd v. Commissioners of Inland Revenue, not yet
reported, Para. 32 et seq.

62. 1d.

63. ECJ, 12 December 2006, Case C-446/04, Test Claimants in the FII Group
Litigation v. Commissioners of Inland Revenue, not yet reported, Para. 33 et seq.
64. Id., Para. 165.

65. See4.

66. For a recent and detailed analysis, see D. Smit, “Capital movements and
third countries: the significance of the standstill-clause ex-Article 57(1) of the
EC Treaty in the field of direct taxation’, EC Tax Review (2006), p. 203 et seq.
67. ECJ, Advocate General Stix-Hackl's Opinion, 16 March 2006, Case
C-452/04, Fidium Finanz AG v. Bundesanstalt fiir Finanzdienstleistungsaufsicht,
not yet reported, Para. 74.

68. ECJ, 12 December 2006, Case C-446/04, Test Claimants in the FII Group
Litigation v. Commissioners of Inland Revenue, not yet reported, Para. 177 et
seq.

69. ECJ, Advocate General Stix-Hackl's Opinion, 16 March 2006, Case
C-452/04, Fidium Finanz AG v. Bundesanstalt fiir Finanzdienstleistungsaufsicht,
not yet reported, Para. 74.

70. ECJ, Advocate General Geelhoed’s Opinion, 6 April 2006, Case
C-446/04, Test Claimants in the FII Group Litigation v. Commissioners of Inland
Revenue, not yet reported, Para. 119.

71.  For this test of application of the freedom of establishment see, for
example, ECJ, 13 April 2000, Case C-251/98, C. Baars v. Inspecteur der Belas-
tingdienst Particulieren/Ondernemingen Gorinchem [2000] ECR 1-2787, Paras.
21 and 22; ECJ, 21 November 2002, Case C-436/00, X, Y v. Riksskatteverket
[2002] ECR 1-10829, Para. 37 and 66 to 68; ECJ, 12 September 2006, Case
C-196/04, Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v. Com-
missioners of Inland Revenue, not yet reported, Para. 31; ECJ, 12 December
2006, Case C-374/04, Test Claimants in Class IV of the ACT Group Litigation v.
Commissioners of Inland Revenue, not yet reported, Para. 39; and ECJ, 12
December 2006, Case C-446/04, Test Claimants in the FII Group Litigation v.
Commissioners of Inland Revenue, not yet reported, Para. 58.
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influence would receive no Community law protection
atall, as Art. 43 and Art. 48 would take priority over Art.
56, but do not extend to third countries. This in turn
poses the question of why Community law protection of
a third country investment should be inversely propor-
tional to the size of such investment.”

One way to avoid this apparent paradox is to focus on
the specific national measure in question. If the specific
rule applies to all investments irrespective of their size,
then Art. 56 of the EC Treaty would cover these restric-
tions regardless of whether or not Art. 43 also applied if
the specific investment in question confers a definite
influence over the decisions of a company or allow it to
determine its activities.” Conversely, national measures
that specifically envisage only situations in which the
taxpayer has such an influence would only be covered by
the freedom of establishment under Art. 43 of the EC
Treaty. Examples of the former can be seen in cases of
dividend taxation, such as Manninen™ and FII Group Lit-
igation.” Examples of the latter can be seen in the cases
involving CFC rules, group relief provisions or thin cap-
italization rules that employ a control threshold, such as
in Cadbury Schweppes,® Marks & Spencer’” and Test
Claimants in the Thin Cap Group Litigation.”

3. Justifications under Art. 58 in Third Country
Situations

Together with the broad prohibition of restrictions on
capital movements under Art. 56(1) (previously, Art.
73b(1)) of the EC Treaty, different escape clauses were
inserted into the Maastricht Treaty. In this respect, Art.
58(1) (previously, Art. 73d(1)) of the EC Treaty states
that:

The provisions of Article 56 shall be without prejudice to the

right of Member States

(a) to apply the relevant provisions of their tax law which dis-
tinguish between taxpayers who are not in the same situa-
tion with regard to their place of residence or with regard
to the place where their capital is invested;

(b) to take all requisite measures to prevent infringements of
national law and regulations, in particular in the field of
taxation ...

Despite early comments in legal doctrine, which sug-
gested that these clauses would seriously hamper further
liberalization and deprive Art. 56(1) of the EC Treaty of
any effect,” subsequent developments in the ECJ's judi-
cature reveal that this is not the case. Both clauses were
interpreted as essentially being a codification of case
law, developed in connection with the other EC Treaty
freedoms, regarding the possibility to justify restrictions
on different free movement guarantees.® Art. 58(1) lit. b
of the EC Treaty even had an explicit predecessor in Art.
4 of Directive 88/361/EEC, which had already partly
been interpreted in Bordessa.*' The primary reason why
Art. 58(1) of the EC Treaty does not grant the Member
States carte blanche to act as they like in the area of taxa-
tion was that the ECJ subjected their activities to close
scrutiny on the basis of Art. 58(3) (previously, Art.
73d(3)), which states that:
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The measures and procedures referred to in paragraphs 1 and 2
shall not constitute a means of arbitrary discrimination or a dis-
guised restriction on the free movement of capital and pay-
ments as defined in Article 56.

The ECJ has read this provision as a specific expression
of the general EC law principle of proportionality and,
consequently, has set very high standards in this respect,
at least when Art. 58 of the EC Treaty is applied in rela-
tion to restrictions on free movement of capital within
the European Union.*® In this respect, it is settled case
law that unequal treatment, which places cross-border
situations at a disadvantage, in order to be compatible
with Art. 56(1) of the EC Treaty,

must concern situations which are not objectively comparable
or [can] be justified by overriding reasons in the general interest,
such as the need to safeguard the cohesion of the tax system, the
tight against tax avoidance and the effectiveness of fiscal super-
vision [and] the difference in treatment ... [and] ... must not go
beyond what is necessary in order to attain the objective of the
legislation.®*

It is, however, questionable whether or not these strict
standards must also be applied to national (tax) meas-
ures restricting capital movements “between Member
States and third countries”.
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It is well established that discrimination can arise from
the application of different rules to comparable situa-
tions or from the application of the same rule to differ-
ent situations.® This definition is not limited to the un-
equal treatment of non-residents in “inbound” situa-
tions, but also covers unfavourable treatment of resi-
dents in cross-border “outbound” situations.* Against
this background it could be asked whether or not cross-
border activities in relation to third countries are really
objectively comparable to equivalent activities within
Member States (or even “between Member States’). In
this respect, Advocate General Kokott raised the funda-
mental question in Manninen*” of whether or not tax-
payers in a third country scenario are in a different situ-
ation to taxpayers in a mere EU transaction. A leading
scholar has also discussed the issue of whether or not the
effective tax burden is to be determined on a cross-bor-
der basis. He supports this approach in the context of tax
havens. Accordingly, if the tax burden in the third coun-
try is below the EU standard, the situations should be
deemed to be different, so that a different treatment of
those situations is permissible.* The ECJ’s position is
not entirely clear. Although the EC] has recently
acknowledged that a third country investment is not
necessarily comparable to a domestic one, it arrived at
this conclusion with reference to the non-application of
the Mutual Assistance Directive® in third country situa-

tions,” i.e.:

It is true that, because of the degree of legal integration that
exists between Member States of the Union, in particular by rea-
son of the presence of Community legislation which seeks to
ensure cooperation between national tax authorities, such as
Council Directive 77/799/EEC of 19 December 1977 concern-
ing mutual assistance by the competent authorities of the Mem-
ber States in the field of direct taxation (OJ 1977 L 336, p. 15),
the taxation by a Member State of economic activities having
cross-border aspects which take place within the Community is
not always comparable to that of economic activities involvin$
relations between Member States and non-member countries.”

For several reasons, legal writing differentiates at the
level of possible justifications. Some argue that generally
the lack of reciprocity cannot lead to the requirement
that the country vis-a-vis acts equally liberally. Accord-
ing to this opinion, it would be more convincing to
decide on a case-by-case basis whether or not justifica-
tions should be interpreted differently in relation to
third countries.”> Others, however, take a broader
approach and support different grounds of justification
to be the general rule.”” Such an approach was also
adopted by a Swedish tax court.” Along these lines, the
ECJ recently followed Advocate General Geelhoed's
approach® and held that

it may be that a Member State will be able to demonstrate that a
restriction on capital movements to or from non-member coun-
tries is justified for a particular reason in circumstances where
that reason would not constitute a valid justification for a
restriction on capital movements between Member States.”®

Again there could be recourse to the ECJ's case law
regarding mixed agreements with non-Member States.
In this respect, the ECJ has made it clear that, for exam-
ple, the interpretation of the EC Treaty rules on the free
movement of goods (Art. 28 and Art. 30, previously, Art.
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30 and Art. 36 of the E(E)C Treaty) cannot be applied to
similar rules in a mere free trade agreement, which does
not have the purpose of establishing a Single Market.
Accordingly, in the specific context of such an agree-
ment, ‘restrictions on trade in goods may be considered
to be justified ... in a situation in which their justification
would not be possible within the Community” The EC]
supported this distinction with the argument that it was

all the more necessary inasmuch as the instruments which the
Community has at its disposal in order to achieve the uniform
application of Community law and the progressive abolition of
legislative disparities within the Common Market have no
equivalent in the context of the relations between the Commu-
nity [and a particular third country].””

What about the various justifications? Within the Com-
munity, the ECJ’s acceptance of unwritten grounds of
justification was rather limited. In accordance with set-
tled case law, the diminution of tax receipts cannot be
regarded as a matter of overriding general interest that
may be relied on to justify a measure that is, in principle,
contrary to a fundamental freedom.”® Accordingly, a
simple loss of receipts suffered by a Member State
because a taxpayer has moved his tax residence to
another Member State cannot, in itself, justity a restric-
tion on the right of establishment or any other freedom.
Arguments related to the lack of harmonization in a cer-
tain area, compensatory effects resulting from advanta-
ges in other areas, treaty obligations, budgetary or eco-
nomic policy objectives and administrative or legislative
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difficulties have all been rejected by the ECJ.*'® This
might, however, be different in a third country scenario.

First, justification based on a “prevention of tax abuse or
tax avoidance” has only been accepted in abstracto so far.
In ICI'" and subsequent decisions,'” the ECJ has held
that it accepts anti-avoidance measures only to prevent
purely artificial arrangements. Consequently, the Mem-
ber States must comply with the principle of proportion-
ality. Standardized anti-abuse presumptions automati-
cally excluding certain categories of operations from a
tax advantage violate primary EC law, as the latter
requires a case-by-base analysis. “Tax abuse or tax avoid-
ance” is closely linked to the concept of the “effectiveness
of fiscal supervision’, which was first raised in Cassis de
Dijon,'" but which is of rather limited scope since the
EC]J refers the Member States to the Mutual Assistance
Directive'™ to obtain the necessary information.'*>!%
Accordingly, in intra-EU situations, the ECJ has fre-
quently rejected justifications based on this ground by
referring the Member States to the means of the Mutual
Assistance Directive and has held that the Member
States should provide each other with mutual assistance
to overcome such difficulties. It is generally expected
that the ECJ would apply the same line of reasoning with
regard to the recovery of tax claims, as, in this field, the
2001 amendment to the Recovery of Claims Directive'””
now requires the Member States to provide mutual
assistance also in collecting direct tax claims.'™ Con-
versely, such a justification could have enhanced impor-
tance in the third country context. The most important
reason being that these Directives do not apply in terri-
tories outside the European Union.'” If this concept is
accepted, differentiation between states with a tax treaty
with the Member State providing for the exchange of
information could be considered." It, however, appears
to be doubtful as to whether or not tax avoidance would
be of great relevance in respect of capital movements, as
passive investments are also covered by the scope of the
free movement of capital.'! Another author has even
argued that even standardized anti-abuse presumptions
could be permissible in third country scenarios.'*

Second, the need to protect the tax base and prevent the
reduction of revenue has not been accepted as a justifi-
cation in an intra-EU setting. From a policy and from a
legal perspective, this situation differs in relation to
third countries. It has already been argued that the Com-
munity interest to secure the free movement of capital
does not carry as much weight in this area as in respect
of capital movements within the European Union.'"”
Specifically, the absence of an objective corresponding
to the Single Market and the lack of power to implement
harmonized rules, is a strong argument that, for exam-
ple, the reduction in tax receipts could be accepted by
the ECJ.""* Although the validity of such a broad view is
questionable, as it would overdelimit the protection
guaranteed by Art. 56 of the EC Treaty in third country
situations, the concept may nevertheless provide some
guidance, especially with regard to the taxation of for-
eign-source dividends. On several occasions, the EC]
has held in substance that it is sufficient to pay tax once
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in the European Union, regardless of which Member
State collects the revenue.'®> Consequently, according to
the recent Manninen''® judgment, a Member State must
grant an imputation credit, based on the underlying for-
eign tax, to resident shareholders, regardless of whether
or not the distributing company has been taxed by that
Member State or by another Member State. Accordingly,
it appears that the ECJ urges the Member States to treat
taxation in other Member States not as being “foreign” in
the traditional sense of international taxation. Such a
policy concept, which is clearly derived from the objec-
tives of the Internal Market, does not, however, apply
equally to third countries, although the FII Group Litiga-
tion case might imply otherwise with regard to the taxa-
tion of inbound dividends."” In any event, it should not
be ruled out that the need to protect the tax base and
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prevent the reduction of revenue may, at least in some
cases, be regarded as an overriding requirement of pub-
lic interest, which may justify tax discrimination
towards third countries.

Third, the countering of competition distortions could
have some relevance in relation to third countries in sit-
uations in which national rules are intended to avoid the
economic double taxation of distributed corporate
income. Although this issue was (unsuccessfully) raised
in Lenz by the referring Austrian Supreme Administra-
tive Court (Verwaltungsgerichtshof) in an intra-EU con-
text, the Commission has shown some sympathy for this
argument in third country situations. It has been report-
ed that the Commission has taken the position that a
different tax treatment should be capable of being justi-
fied as a means of countering the distortion of competi-
tion, but only provided that the state of residence of the
distribution company is a no or low-tax jurisdiction and
the restricting domestic provision is in line with the
unwritten principle of proportionality.'® It, therefore,
appears that the Member States should be able to protect
themselves against capital outflows to “tax havens’,
remembering that foreign low or non-taxation would
effectively distort competition to the disadvantage of
domestic companies.

Finally, the “coherence of a tax system” in a third country
setting could require another focus other than within
the European Union. According to Bachmann,', this
justification requires a direct link between a fiscal
advantage and a corresponding disadvantage of a fiscal
levy, both of which must relate to the same taxpayer and
the same tax. Whilst the diminishing (in concreto)
acceptance of coherence in the jurisprudence'®
appeared to erode this justification, a more abstract
approach to strengthen this concept has been taken in
academic writing."?! Due to the recent Manninen'? deci-
sion, coherence again appears to have acquired a practi-
cal relevance.'*'* Especially with regard to tax havens,
which are typically outside the treaty network of the
Member States, this development could be even more
important. Indeed, another author has related this issue
to the lack of reciprocity regarding the third country.'®

4. Grandfather Clausein Art.57(1)
4.1. Introductory remarks

An important exception to the protection of cross-bor-
der capital movements in third country scenarios is the
grandfather clause'* in Art. 57(1) of the EC Treaty. This
reads as follows:

The provisions of Article 56 shall be without prejudice to the
application to third countries of any restrictions which exist on
31 December 1993 under national or Community law adopted
in respect of the movement of capital to or from third countries
involving direct investment - including in real estate — estab-
lishment, the provision of financial services or the admission of
securities to capital markets.

©|BFD

Articles

The interpretation of this provision raises numerous
issues, some of which have recently been clarified by or
are pending before the ECJ. These are briefly considered
in4.2.and 4.3."%

4.2. Temporal scope of application

How should the criterion “which exist on 31 December
1993” be interpreted? In this respect, several issues must
be distinguished. First, there is broad agreement in legal
scholarship'?® that the legislation in question had to
apply on “31 December 1993", as the provision potential-
ly grandfathers “restrictions” and these may only be
derived from the rules already applying on this date,
irrespective of their date of enactment. This issue is cur-
rently pending before the ECJ in Lasertec.'”® Second, spe-
cific issues arise if a restriction was undisputedly in exis-
tence before “31 December 1993”, but was effectively
disapplied by another rule that was subsequently
repealed affer that date, thereby reviving the pre-existing
restriction. This issue is currently pending before the
EC] in Stahlwerke Ergste Westig GmbH."*® Third, some
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commentators have raised the question as to the tempo-
ral limitation of “31 December 1993” in respect of Mem-
ber States that acceded to the European Union after that
date. The present authors submit that the stated date is
relevant, irrespective of the time of accession, as Art. 57
of the EC Treaty, unlike, for example, Art. 307, does not
contain a specific clause considering subsequent acces-
sion dates."!

Finally, and most importantly, amendments to provi-
sions “which exist[ed] on 31 December 1993 raise several
issues. Specifically, it has been suggested that as long as
the amendment does not affect the overall nature of the
provision or even mitigates a hindrance to a treaty free-
dom, the amendments should not hinder the application
of the grandfather clause."* Based on its case law on
comparable issues under other “standstill clauses’'* the
EC]J has recently affirmed this position:

While it is, in principle, for the national court to determine the
content of the legislation which existed on a date laid down by a
Community measure, the Court held in that case that it is for the
Court of Justice to provide guidance on interpreting the Com-
munity concept which constitutes the basis of a derogation
from Community rules for national legislation ‘existing” on a
particular date ... As the Court stated in Konle, any national
measure adopted after a date laid down in that way is not, by that
fact alone, automatically excluded from the derogation laid
down in the Community measure in question. If the provision
is, in substance, identical to the previous legislation or is limited
to reducing or eliminating an obstacle to the exercise of Com-
munity rights and freedoms in the earlier legislation, it will be
covered by the derogation. By contrast, legislation based on an
approach which is different from that of the previous law and
establishes new procedures cannot be regarded as legislation
existing at the date set down by the Community measure in
questi<>n.l34

Although such a conclusion could result in practical dif-
ficulties, as each amendment of a given set of rules
would require a case-by-case analysis, the denial of the
grandfathering benefit as a consequence of the slightest
amendment, would, of course, be easy to deal with, but
inconsistent with the probable objective of the provi-
sion. It should, however, be noted that this line of case
law appears to be inconsistent with the approach taken
by the EC] in the area of pre-existing international treat-
ies of the Member States under Art. 307 of the EC Trea-
ty.l35

4.3. Substantive scope of application

The timing issue is supplemented by the interesting
question of how to interpret the categories of capital
movements covered by Art. 57 of the EC Treaty, ie.
direct investments, establishments, the provision of
financial services and the admission of securities to cap-
ital markets."* In this respect, the FII Group Litigation
case again gives interesting insight.'”” First, it appears
that the ECJ does not require any specificity of rules to
be potentially grandfathered under Art. 57 of the EC
Treaty. Accordingly, the scope of Art. 57 of the EC Treaty
is not restricted to provisions exclusively focused on
capital movements to and from third countries™® and,
therefore, also covers general rules in respect of their
application to third country situations."*” Second, and in
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line with the interpretation of Art. 56 of the EC Treaty
itself, the ECJ has recourse to concepts defined in Com-
munity law in the nomenclature of the capital move-
ments set out in Annex [ to Council Directive
88/361/EEC' to interpret terms used in Art. 57. Finally,
the ECJ has ended speculation that Art. 57 of the EC
Treaty could be interpreted strictly as only grandfather-
ing direct restrictions of certain investments without
extending to payments flowing from such an invest-
ment."*! Rather, the ECJ has held that:

it is clear from Article 57(1) EC that a Member State may, in its
relations with non-member countries, apply restrictions on cap-
ital movements which come within the substantive scope of that
provision, even though they contravene the principle of the free
movement of capital laid down under Article 56 EC, provided
that those restrictions already existed on 31 December 1993.'+2
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5. Conclusions

The free movement of capital guaranteed by Art. 56
of the EC Treaty is of predominant relevance for tax-
payers, as its scope includes capital movements with
third countries. The exact scope of this freedom is,
however, all but clear. The primary question arising in
this context is whether or not in third country scenar-
ios the free movement of capital applies in the same
way as within the European Union. This includes the
question of whether or not the various freedoms sup-
plement or exclude each other. Due to the fact that,
for example, the freedom of establishment does not

Articles

apply vis-a-vis third countries, the importance of this
question is obvious. The EC Treaty also contains pro-
visions limiting the scope of Art. 56, which similarly
raise many difficulties with regard to their interpreta-
tion. Currently, several cases are pending before the
EC]J that might shed some light in the dark. Conse-
quently, it is anticipated with great interest if and in
which situations taxpayers may be able to claim Com-
munity law protection in third country scenarios
under the free movement of capital.
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